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[Copyrighted 1923, by the American Institute of Accountants]

American Institute of Accountants
Library and Bureau of Information
MARCH, 1923
SPECIAL BULLETIN NO. 18
[The Committee on Administration of Endowment authorizes the
publication of special Bulletins, of which this is one, on the distinct
understanding that members are not to consider answers given to
questions as being official pronouncements of the Institute, but merely
the individual opinion of accountants to whom the questions were
referred. It is earnestly requested that members criticise freely and
constructively the answers given in this or any other Bulletin of this
series.]
LUMBER BROKERS

Q. Will you kindly send me as soon as possible cost information
based on net sales for concerns that sell hardwood lumber, or in fact any
kind of lumber, by the car load. I might have used the term lumber brokers.
Per Cent
A.
Average cost of sales
94.07
Average salaries
2.51
Average all other costs
2.45
Miscellaneous income
64
Average gross profit
1.61
100.0G

D U A L T E L L E R S E T T L E M E N T SYSTEM
Q. Will you kindly obtain for us at the earliest opportunity an outline
of the dual teller settlement system for banks.
A. In this system there are two outstanding features to be kept in
mind: (1) currency transactions only are considered on the tellers' proof
sheets and (2) although the tellers' windows are marked to designate a
certain group of customers, it is not vital in the operation of this system
that the customers transact their business through the designated window.
This designation is made merely for the purpose of dividing the customers
and equalizing the work of the various tellers.
The individual teller's proof sheet submitted provides on the reverse side
for currency only received and paid out. On the sample deposit ticket submitted there is shown thirty dollars ($30.00) currency in the deposit. When
the customer makes this deposit the teller counts the currency and, if
correct, marks on the deposit ticket the designation for currency, usually a
large "C." He then enters the deposit showing the customer's name and
amount on the reverse side of his proof sheet under the caption "Distributing
Department Currency." This deposit is then set aside for the proving and
sorting departments who take the checks and other items in the deposit and
sort and prove as explained hereinafter.
Entries for currency paid out by the teller are entered in the columns
"checks on us," "distributing department checks," "coupons," etc., the clearance items being included with the distributing department checks and
segregated later by the sorting department. The form provides for morning clearance and can be used if desired, in which event, the clearance items
are separated from the distributing department checks.
On the recapitulation side of this sheet there is proof for receipts and
disbursements of cash by the teller so arranged as to be self explanatory.
The total checks cashed are entered on the debit side and the currency
received is entered on the credit side, as noted on the form. Any other cash
transactions by the teller are noted in the proper place on the proof sheet.
The balance at the beginning of the day is entered on the credit side under
the caption, "cash carried over" and the balance at the end of the day is
entered on the debit side opposite "cash on hand."
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I CERTIFY T O THE CORRECTNESS OF T H E ABOVE
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I C E R T I F Y TO T H E C O R R E C T N E S S O F T H E A B O V E
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(Reverse side of proof sheet)

7
(Reverse side of recapitulation proof sheet)

The teller's sheet is balanced in
National Bank
this manner and turned over to the
Savings & Trust Co.
clerk entrusted with the recapitulation who begins on the reverse side
of the "recapitulation proof sheet"
and enters the totals from the various tellers' sheets. We do not believe it is necessary to go into the
details of the recapitulation of the
tellers' sheets as this is merely
mechanical and can be worked out
by following the form submitted.
The balance of the total cash is accomplished in the same manner as
the individual teller's.
Going back to the depositor's
ticket which was laid aside by the
teller when he counted the currency
and entered same upon his proof
sheet. This ticket, together with
others taken in by the teller, are
turned over to the sorting department and balanced in groups of, say
fifteen to twenty tickets. This is
accomplished by sorting the checks
and items of a group of tickets into
stacks of "checks on us," "clearance
items," "transit items," etc., totaled
on the adding machine, and balanced
to the totals shown on the deposit
tickets, the currency items, of course, not being taken into consideration.
From the totals of the sorting department are prepared the proper entries
for the general books.
The "paying and receiving tellers' proof sheet," "paying and receiving
tellers' recapitulation proof sheet" and a sample deposit ticket illustrate the
operation of this system.
F E D E R A L INCOME T A X
Q. A corporation makes its federal income tax returns on the basis of
cash receipts and disbursements. That is, all cash received is considered
income and all cash disbursements as deductions. During the year 1922 it
paid a liquidating dividend. In view of the method of accounting, is the
liquidating dividend a deduction for income tax purposes?
A. Dividends, whether from earnings or from capital, are never deductible in determining taxable income.
The federal income tax is levied on net gains or profits. Dividends are
a distribution of gains and profits or a return of capital, and hence cannot
be considered in any calculation of profits.
Furthermore, it would be quite unusual for all cash received by a corporation (or even an individual) to represent income, and for all cash disbursements to represent expense. For example, reimbursement of a loan
would be cash received, but it would not be income, neither would money
loaned be expense even though it were a cash disbursement.
NORMAL
Q. We have a case in which it is quite important to define the term
"normal" as used in the tax law of 1919. The circumstances are these:
A, an individual, leased to B, a corporation, a piece of property at
$12,000.00 a year under the terms of which lease B was to pay A in addition
to the $12,000.00 the "normal" income tax on the rent. B leased the property
to C, another corporation, and wrote the same provision into the lease
8

Covering federal taxes in the following terms—"also normal income tax
on all rentals paid in excess of $12,000.00 per annum."
C has consistently refused to pay any income tax to B on the ground
that a corporation has no normal tax.
A glance at the 1919 revenue acts bring out the following points. The
law consisted of:
Title I—General definition.
Title II—Income tax.
Title III—War profits and excess profits tax.
Title II consisted of four parts as follows:
Part 1—General provisions.
Part 2—Individuals (Normal)
(Surtax)
Part 3—Corporations.
Part 4—Administrative provisions.
Structually it would seem that the word "normal" as herein used applied
distinctively to individuals, but it is our belief that the surtax stood in the
same relation to the "normal" tax in the case of individuals as the war
profits and excess profits taxes stood to the tax on corporations and, therefore, the tax on corporations under part 3 of title II could be properly
called the "normal" tax.
We believe that corporation C is taking refuge in a pure technicality
and we would like your opinion on the subject.
A. As you suggest the "normal" tax is the tax of 4 per cent and 8 per
cent of an individual's taxable income and the term is used to distinguish
this tax from the surtax of an individual. It would seem to the writer that
corporation C is depending upon a mere technicality to avoid payment of an
amount it contracted to pay and that if this case were litigated a court
would hold that inasmuch as the said corporation agreed to pay a certain tax,
which by simply loose construction of the contract was termed a "normal"
tax, that the said corporation C had undertaken to pay the same "normal"
tax that corporation B had undertaken to pay to the individual.
Very little else can be said with respect to this question, except that it
has not been unusual to refer to a corporation's tax of 10 per cent or 12 per
cent of its taxable income, as the normal tax, and it is possible that corporation B could show instances where the word "normal" had been so used.
That the word "normal" tax has been used by the department of internal revenue to designate the income tax of a corporation as distinguished
from excess and war profits tax, we quote the following:
"Any amounts, however large, received as dividends from a
foreign corporation taxable upon income derived from sources
within the United States, however small such income may be, is
exempt from the normal tax under section 216 (a), or, in case the
recipient is a corporation, under section 234 (a) 6."
The above quotation is from Accumulative Bulletin No. 1 and is found
on page 265 of said bulletin.
RESERVES FOR CONTINGENCIES
Q. A corporation which makes an annual statement of financial condition as of October 31 has reported annual profits approximately as
follows:
Year ended October 31—
1920
1921 (loss)
1922

41,500,000.00
250,000.00
525,000.00

Total

$1,775,000.00
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It seems that in 1920 a reserve for contingencies in the amount of
$625,000.00 was deducted from profits. In 1921 the entire reserve was absorbed and another reserve of $625,000.00 was set up out of surplus, and in
1922 the reserve was reduced in the amount of $437,500.00 and credited to
profits. Accordingly the true profits of the three years were as follows:
1920
.$2,125,000.00
. 875,000.00
1921 (loss)
87,500.00
1922
.$1,337,500.00
Total
From this statement it seems that net profits for the three years have
been overstated $432,500.00 and that profits or losses have been equalized
over the three years in a way that, to say the least, is certainly misleading.
We are of the opinion that reserves for contingencies are nothing more
or less than surplus temporarily appropriated and that losses should be
charged against the operations of the year in which they occur. Consequently we believe that reserves for contingencies are chargeable against
surplus and should be credited to that account when found to be no longer
necessary.
In addition to advice as to the proper method of dealing with the reserve, we should like to be informed as to whether, as a member of the
Institute, an accountant could with propriety certify that the profits for the
fiscal year ended October 31, 1922, were $525,000.00. If the reply to the
latter proposition is in the negative, is the offense of such a nature as to
jeopardize the accountant's membership in the Institute?
A . There is no doubt in our minds but that in the case you cite the
true profits for 1922 amounted to $87,500.00 and that the transfer of
$437,500.00 from reserve for contingencies to which you refer should be
credited to surplus, inasmuch as when the reserve was established it was
charged against surplus. However, in 1920 the amount of $625,000.00
credited to a reserve for contingencies and charged against the earnings of
that year was merely a segregation of net profits, and we do not think
that any serious objection can be raised in returning the amount to the
income of 1921, provided the facts are disclosed in the published accounts.
SURPLUS

Q. A corporation had outstanding 7,500 shares of stock having a par
value of $10.00 each and had accumulated a surplus of $1,500,000.00. In
January, 1921, it changed its capitalization from 7,500 shares of $10.00 each
to 15,000 shares of no par value, but made no entry on its books. Because
of the present agitation for a tax on surplus, the management wishes to
make the books reflect the change in the capitalization by transferring the
amount of $1,500,000.00 from surplus to capital, on the theory that that
portion of the present surplus was capitalized at the time the new stock was
issued.
(1) My contention is that no part of the surplus was capitalized; that
the present capitalization is exactly what it was originally, except that it is
represented by twice as many shares of no par value, which in the aggregate are worth no more than the original ones. Therefore, if a tax on surplus should ever be assessed the mere fact that the surplus was in the capital
account would make no difference.
(2) The management of the company contends that the surplus accumulated or the deficit sustained each year should be credited or charged, as
the case may be, directly to the capital stock account. While, in theory, this
may not be incorrect, yet it seems to me that it is at least advisable to keep
the original investment separate from the surplus accretions. My opinion
is that the capital investment in this case is $75,000.00 and not $1,575,000.00,
as the company contends. It might be stated that no stock dividend was
declared.
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A. It does not appear that any change has taken place in the capitalization. The changes which have taken place are the form of stock and
number of shares representing ownership. There is neither more nor less
capital than before, nor has the amount of surplus changed. The change in
the form and number of shares does not automatically convert the surplus
into capital. Action by the directors specifically transferring the surplus to
capital is necessary before such combination may be regarded as having
taken place. Capitalization is usually interpreted to mean the amount which
appears in the capital account. Hence, before it would be proper to make
the books reflect a capitalization of $1,575,000.00, it would be necessary to
have the directors authorize the transfer of $1,500,000.00 from surplus to
capital.
Such procedure might be entirely proper, but apparently ill-advised.
To so dispose of surplus might result in embarrassment if future operations
fail to provide profits out of which dividends may be paid, and put the corporation in the illegal position of paying dividends out of capital. When all
the surplus is transferred to capital the door to future dividends is closed
until sufficient additional profits have been made to provide for such dividends. The experience of many concerns in the latter half of the year nineteen twenty should be sufficiently practical to deter any corporation from
taking this unnecessary step.
It is evident that in order to solve many of the present-day problems of
non-par stock the consideration of a few sensible fundamentals is necessary.
Capital is a portion of wealth invested in an enterprise with a view to gain.
Surplus is an accumulation of net gains derived primarily from operations.
It may also spring from increases, due to economic conditions, in values of
possessions. Dividends are declarable only out of surplus. This is not only
in accordance with sound economics, but controlled in most states by law.
The proprietary equity represented by capital stock without par value
is the excess of assets over liabilities. But this equity needs some classification. It would be about as logical to issue an income statement showing
one item for expenses without classification as to set up a balance-sheet with
the proprietary equity shown as a lump sum. Part of it is capital on which
dividends may not encroach. Part of it is perhaps surplus resulting from
operations and available for dividends. Some of the equity may be surplus
arising from revaluation of assets, and while available for dividends, legally
is not in the form of liquid assets which may be distributed in satisfaction
of a dividend declared.
BONDS
Q. The following questions have arisen in connection with a bond issue
and with reference to the proper method of presentation on a balance-sheet.
The facts are:
The company has executed a closed mortgage against property carried
upon the books at $20,000,000.00, which is less than the appraised value given
by independent appraisers. This mortgage has been issued to secure an issue
of $10,000,000.00 first mortgage 6% bonds, and the trustee (in this case a
financial institution) has turned over to the company bonds duly signed by
such trustee. The company disposes of $9,000,000.00 of these bonds to the
bankers at 95 retaining $1,000,000.00 in the treasury for corporate purposes.
Bonds in the treasury have been signed by the corporate officers and are in
the same form as those that are outstanding in the hands of the public.
Questions at issue are:
1. Are there $10,000,000.00 of bonds issued, or, are there only
$9,000,000.00 of bonds issued?
2. Is the company correct in insisting that the $1,000,000.00 of bonds
are treasury bonds, and that being treasury bonds they should be shown as
an asset at this amount ?
3. Is the company obliged to turn over to the trustee the semi-annual
interest on $10,000,000.00 of bonds, and clip coupons on treasury bonds and
present them for collection in the regular way?
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4. Are the $1,000,000.00 of bonds entitled to share in the proceeds of a
foreclosure of the mortgaged property, if,
(a) in the company's treasury at the date of foreclosure;
(b) if pledged to secure bank loans on other indebtedness;
(c) if sold at bargain price (best price obtainable) immediately before
commencement of foreclosure proceedings.
A. 1. As perhaps the best available source of information, the Interstate Commerce Commission, in its Classification Of Income, Profit and
Loss, and General Balance Sheet Accounts for Steam Roads, effective July
1, 1914, page 52, note B, states that "for the purposes of the balance-sheet
statement, funded debt securities are considered to be nominally issued when
certified by trustees and placed with the proper officer for sale and delivery,
or pledged, or otherwise placed in some special fund of the accounting company. They are considered to be actually issued when they have been sold
to a bona fide purchaser for a valuable consideration, and such purchaser
holds them free from all control by the accounting company. A l l funded
debt securities actually issued and not reacquired and held by or for the
accounting company are considered to be actually outstanding. If reacquired
by or for the accounting company under such circumstances as require them
to be considered as held alive and not cancelled or retired, they are considered to be nominally outstanding."
The term treasury bond is not used by the commission but includes
either nominally issued or nominally outstanding bonds which are held by a
corporation in its treasury upon its own behalf. This view has also been
adopted by public utility commissions, so in the above case there are
$10,000,000 of bonds issued.
2. In accordance with the above quotation, the company is correct in
insisting that $1,000,000 of the bonds are treasury bonds. They should be
shown in the balance-sheet as a deduction from the $10,000,000 of bonds
issued.
3. As long as the bonds have been certified by the trustee and have
not been cancelled, it makes no difference to the trustee, for interest purposes, in whose possession they may be. The trustee has no way of
determining where the bonds are, and in theory the issuer must pay over to
the trustee the full amount of the interest on the issued bonds, and must in
turn present for payment the coupons on the treasury bonds.
These matters are ordinarily covered in the indenture of trust or other
agreement, and, as a practical matter, the issuing corporation usually turns
over to the trustee merely the equivalent of the interest on the issued bonds.
That is, the issuer would turn over to the trustee the cash to cover interest
on bonds outstanding in the hands of the public and the actual interest
coupons for treasury bonds. In the assumed illustration, the borrowing
corporation would deliver semi-annually to the trustee $30,000 in coupons
and $270,000 in cash.
4. This is a question in law and should be referred to one properly
qualified to give such advice. However, it is our understanding that if the
bonds were (a) in the company's treasury at the date of foreclosure these
bonds would share in the proceeds of the foreclosure to the same extent as
any other outstanding bonds. In case the claims of creditors were not fully
satisfied from the proceeds of the foreclosure, the creditors could obtain a
deficiency judgment and participate in the share of the proceeds of the
foreclosure applicable to the treasury bonds. If the bonds (b) were pledged
to secure bank loans or other indebtedness the holders of the notes could
sell the bonds to protect themselves, and thus the bonds would be outstanding in the hands of the public and would participate in the proceeds of the
foreclosure. If the bonds (c) were sold at the best price obtainable immediately before foreclosure took place they would share in the foreclosure
proceeds. In the latter case, if the purchaser were a stockholder of the
corporation, in some jurisdictions the question of collusion might be raised.
Ordinarily, however, treasury bonds would share equally with all other
outstanding bonds in the proceeds of a foreclosure.
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